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ABSTRACT _ : 

the practice of pro\riding financial incentives in 
hiqher education to reduce costs through improved managerial ^ ^ 
practices is discussed. It is suggested that _ for a^state to adopt 
incentives in its budgetary practices affecting public higher 
education, several factors are required: the in_st i tut ions , the 
legislature-gubernatorial staff, and the state higher education 

aqency should agree on the nature and impact of the proposed 

budgetary provisions; and key individuals must -initiate the change 
and servl.as brokers between legislative or gubernatorial interests 
and the interests of higher education. Budgetary practices that are 
being implemented as a partial remedy for the financial pli^lht of _ 
their public colleges include: retention of indirect cost recoveries 
institutional control over tuition policies, and managerial 

flexibility. Colorado and Kentucky have made big changes in^the 

authority and responsibility given to governing boards for business 
management of the institutions. Two studies examining state_ 
changes for improving higher education are being conducted by the^ 
Education Commission of the States and^the National Association of 
College and University Business Officers. 
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Improving Higher Education 
• Through Budget Incentives 



The Issue 

Two current, major issues in public higher edacatidn are (1) how 

to improve or maintain the quality of _educatibn and (2) how to 

finance _state higher education goals.. Prospects are dim in many 

states for -increasing the real dollar amount spent for higher 

education. Revenues will have_ _ to come from other sources or 

higher educat ion institutions will need to become more. ef f ic ieht 

or contract, their scale_6f_ operations. The net result must be 

, better use of Eewei: state dollars. 
« 

One solution rece iv ing attention is to pr dv ide f inane ial 
incentives to reduce costs "through improved managerial practices. 
Experience shows that, in the Idng run, legislative interventidn 
to .achieve dperatidrial efficiencies in higher educatidn is df 
dubidus value. General leg islative inducements, hdwever, which 
leave specific implementation strateg les in the hands df the 
institutions, may prove more effective and efficient in the long 
run . 
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Conditions for Change 



For a state to adopt i ncentives in its budgetary practices 
affecting public higher education , several factors are required: 

• All concerned parties the institutions/ the . Leg isl ature , the 
state higher education agency and gubernatorial staff --should 
agree on the nature and impact of the proposed budgetairy 
provisions. Failure to include all concerned par t ies or 
understand the implications of the proposed change may give 
rise to frustL .cions that Will subsequently undermine, the 
Constructive efforts for change. 

• Key individuals must initiate the change and^serve as brokers 

between legislative or gubernatorial interests and the 

interests of higher education; ^ 

Changes Will differ by state, due to differences in the historical 
context of highe^ education in the ^ state, ^the governance 
structure, demog raph ig , f i seal and . political considerations, the 
state goals f or educa'tion , and past, budgetary. pract ices in higher 
education. Some states (for exampl-e^ Iowa, Michigan, Tennessee, 
Utah' and Wisconsin) already provide extensive budgetary 
flexibillt'y to public institutions of higher education^ In other 
s^ate's change may be difficult to achieve. In Mar yland , f or 
example, a key impediment to making progress toward budget control 
change is the existence of a credibility gap between the 
legislature and the higher education community. if there were an 
agreement regarding education needs , the level of budget 
justification required would probably be reduced. 

Ah invpetus for change ' in the budget provisions in nearly all 
states, however, is state revenue shortfalls. Budget cuts and 
mid-year rescissions support contentiphs _ of colleges and 
universities that they n^ed more fi seal flex ibil ity and autonomy 
to .adapt more easily to budget, constr a in ts and to operate more 
efficiently. This situation can be found among all regions of the 
country. Even, the -oil _ahd _ gas states in the South, having 
prospered during the 'past decade , foresee state revenues declining 
because of the current energy glut and price decline. 

Budgetary Incent i ves , - '\ 

Several budgetary practices , are being adopted or proposed by 
various states as a partial remedy for the financial plight of 
their public colleges and universities. 

Retention of iffiilrect cost recoveries . Retention of indirect cost 
recoveries is^a provision that many institutions , espec i ally those 
engaged :in research, advocate. An iristi tution conducts sponsor^-^d 
research, service, instruction arid other projects that are funded 
by federal and private sources. A state m.^y recognize and budget 
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direct costs from sponsored activities as additional revenue for 
undertaking add itional work but offset indirect costs of spdrisorecj 
activities through a reduction of state appropriations fot' 
administrative and general support. Alldwirig ah 'ihst i t ut ion to 

retain pa^i^t^. .gf the indirect encourages it td seek additional 

myn-state revenue. The following are examples df what states are 
doing i 

9 In North Carolina^ the ihst itut idris_df the University df North 
Carol ina are allowed to retain 70 percent of all overhead 
receipts collected dn research projects. Prior to 1980, they 
were allowed to retain only 50t percent. 

• In Minnesota, the retention pdl icy is becoming more favorable 
for higher education. In the^past all indirect cfost recoveries 
were offset against- state appropr iations. Four years ago^ the 
university of Minnesota was' allowed to retain 2 1/2 percent./ 
For FY 1984 the governor is proposing that only the indirect on 
the first 11 million dollars of contracts and grants be offset^ 
with any additional funds being retained by the university. 
Th i s proposal represents a substant ial improvement over the 2 
1/2 percent (|)rovisioni 

• in Georgia, the. Study Committee on .Publ ic Higher Education 
Finance recommended that institutions be allowed to retain 70 
percent of their indirect cost recoveries to compensate for 
their increased workload and subsequent ly to increase the rate 
further to 85 percent as an incentive to attract sponsored 
research funding. 

Tui tion pdl ic ies . AnotHer category of budgetary change is 
institutional control over tuition policies.. However, progress is 
slow. State legislatures are often reluctant to relinquish 
control over tuition policies, because (1) they fear that 
institutions will raise tuition levels too quickly and (2) they 
wish to maintain a fixed relationship between average expenditures 
per student and the_ charge assessed the student. The primary 
concern of most legislatures regarding tui t ion po 1 icy i s ; 
establishing it as a percentage of average student cost. 
Nevertiieiess some states have given to institutions some 
flexibility for setting tuition charges or retaining a portion of 
the tuitiotl revenue. 

• Tuition revenue frdm state colleges in New Jersey is turned 
over to the state treasury, but the Board of Higher Education 
adopted a tuition policy allowing the state colleges to retain 
each year additional revenue generated from tuition increases. 

• Colleges and universities in Cblbradb are able to set their own 
tuition levels and to retain tuition revenue as long as the 
tuition for out-of-state students is at least three times as 
much as for in-state students. 
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o An idea proposed by a commani ty college in Massachusetts is tb 
allow it to retain all tbition revenue. __Currently^ tuition 
revenue goes into the state general fund. . Under the^proposal/ 
the state appropriation for the college would be reduced by the 
amount of the current tuition revenue, but the commanity 
college would then gain . add itional revenue if it wef^; to 
increase enrol Imerits . ' . It is too early to estimate the 
likelihood of acceptance by either the Board of Regents or the 
1 eg islature , but the idea is an indication of what higher 
education institutions are consider! rig i 

• Institutions in Maryland have proposed that general funds be 
dispersed quarterly/ directly, to the institutions. Currently^ 
all 'expenditures go through- the state treasury. Under the 
proposal/ the institutions would'be able to earn interest on 
the disbursements. While the state would likely offset its 
appropriation by the amount of interest it foregoes, the 
institutions _ might still accept the proposal for the 
flexibility of money management it would provide. The proposal 
is seen by some as too remedial. 

Managerial f lex ibil ity . Colorado and Kentucky have made big 
changes. in_ the authority and responsibii ity given to g-bverning 
boards for business management of the institutions. 

- Colorado . Colorado made a, compreSensive change in budgeting 
provisions which gives the public colleges and universities 
fiscal autonomy and inceritfves to control _their costs. 
Beginning in fiscal year 1982/ governing boards- of _ ihsti tut ions 
were given authority to set their own _tuitibri levels and to 
retain the tuition revenue, to carry funds forward from one 
year to the riext/ to receive their appropriation as a lump sum 
rather than according to specified line itemS/ and to transfer 
funds between _ campuses of an institution and between 
institutibhs under the same govern ing board . Previously/ the 
legislature had author ity over these practices. Although this 
hew provision for institutional autoriomy and flexibility has 
riot been established for long/ the Colorado experience is 
generally viewed favorably by the institutions arid the 
. legislature. However/ criticism is beginning to rise about the 
level of firia.riciai support provided by the- legislature . The 
provision by the _ _leg islature of greater autonomy is seen by 
some as a trade-off for lower state funding of Colorado publi^c 
higher education. 

Kentucky . The key coriclusion of a consultant's management 
study of public higher education/ requested by the governor/ 
was that state rules and regulations and bureaucratic 
procedures posed the biggest obstacle to the improvement of 
management at colleges and universities. The "Universities 
Management Bill" -passed in 1982 el im ina ted much of the 
centralization of management that had occurred over several 
years. The bill grarited each governing board authority to make 



its own purchases> select, arid cbritract with architects for 
capital construction^ acquire and dispose 'of real property^ 
employ fiscal agents_to prepare arid sell bond issues^ undertake 
certain accouri t irtg f uric tidns , and write payroll checks; Each 
iristitutiori has the option to elect all or any number of the 
provisioris of the bill. initial reaction by the' legislature^ 
governor's office and higher edt2cation to these chariges is 
favorable. 

Examples of other efforts to establish incentives. for improved 
efficiency or to achieve greater effectiveness ^jhrough other means 
related to the budget' include _al Iqwi ng_ a campus to retain net 
savings it is able to achieve duririg the ydar (Maine), setting 
aside a portion of the state appropr iatibri for-quality development 
(Tennessee)., and financially ifewardirig qual ity improvement among 
academic discipliries for value ad'ded by graduating students 
(Northeastern Missouri State University) . 



S- tudies of Budgetary Incentive -Rragrams 

Two studies are examiriirig state budgetary changes for imprdvirig 
higher education. One is being conducted by_ the Education 
Commission of the States (EeS) and the National Assdciatidrt of 
College and University Business Officers (NACUBO) . The purpose of 
the project is to assist states that are cdrtsidering Chang ing 
their budgetary practices to provide iriceritives for their public 
colleges and universities to stretch ava il able state resources for 
higher education. The prdject will disseminate information of 
various activities arid prdpdsals being undertaken by the states. 
As a part df thie project, case stud ies have been or will be mav3e 
of the experiences in Colorado, Connecticut, Kentucky and 
Washington. 

A second' project is identifying what states are ddirig to improve 
the quality cf postsecohdary education through state policy and 
budget practices. Case studies will also be a part of this 
project. State visits have b^en made or will be made to Florida, 
Indiana, New Jersey, Tennessee and Virginia. 

For additibrial information abdut _the__f i rst pro j ect contact Wi 1 1 iam 
Hyde at ECS, 30 3-83 0-3 65_4 ^ dr Jim Hyatt at NACUBO, 202-861-2539. 
Contact Jdhri Fdlger at Vanderbilt University , 615-3 22-8544, for 
additidnal information about the other projects 
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